DEVELOPING COUNTRIES

The Terms of Trade and Development Aid
by Dieter Frieddchs, The German Overseas Institute, Hamburg T heoretical discussions on the terms of trade have resulted in the conclusion that a decline of this indicator between two given points in time for a given country does not necessarily mean, without exception, economic deterioration and a decline of the living standard of this country. 1 Should it then, in spite of this insight, still be permissible to base economic demands on this indicator and its fluctuations~ May the developing countries be justified when they require the more developed, industrlalised nations to increase the volume of their aid just because it is alleged that the terms of trade have moved "against" the underdeveloped areas?
Statistical Problems
The terms of trade can be measured in different ways, and each method of doing so has its advantages and disadvantages. No method of expressing the terms of trade satisfactorily for all concerned has as yet been developed.
[] "Relations in Exchanging Goods" have been defined as that volume of imports which Country A receives from Country B in exchange for each unit of its exports. To measure this exchange relationship in "real" terms, which is also known as "commodity terms of trade', Frank W. Taussig has developed different sets of price index figures described by him as "net" and "gross" barter terms of trade. Net barter terms of trade express the relation between the price index of all the exports of a given country and the price index applicable to all its imports, weighing the impacts made by different types of goods according to their volume that is changing hands. Gross barter terms of trade include, apart from commodities and manufactured goods, also all the so-called invisible transactions, e.g. exports of capital, remittances, etc.
[] "Income terms of trade'. "ECLA', the United Nations Economic Commission for Latin America, published an "Economic Survey of Latin America 1949", which contained the following definition of measuring "Overall Gains from Foreign Trade": Divide the Index of total export values (i.e. the product of the price index, PEx, and the quantity index, QEx), by the Import Price Index, PIm, thus obtaining PEx X QEz "t" P Ira" (This index is called "income terms of trade').
I cf., among other treatments of the subject, in this context also A. K r u .~ e, Terms of Trade and Developing Countries, in Intereconomics, No. 9, Sept., t966, pp. 16/17.
[] "Single Factorial Terms of Trade" are the mathematical expression of the volume of imports ev.ailable to a given country, by way of purchase, against one of the units of its production factors, e.g. the volume of imports purchasable for the product of one of its standard working hours.
[] "Double Factorial Terms of Trade" are the number of units of production or capital goods located in Country A, whose products wilt be available, by way of purchase, to one unit of capital goods used for production in Country A. Country A's standard of life, under the rules of calculating this index, has increased if, at point tl in time, one standardised working hour, or its products, in Country A will buy more than the product of one standardised working hour in Country B, when at an earlier time, to, one hour in A, or the value of its products, equalled one hour worked in B, and the ratio was 1:1.
As between the four different indices, there are contradictory relations of mutual exclusion --thus, e.g., should productivity in Country A rise more rapidly in a given period than in Country B, and should commodity prices react correspondingly, then "commodity terms of trade" will decline, whereas "double factorial terms of trade" of Country A will rise. "Income terms of trade" must be used with the caution that they lose their indicative capacities in cases like the following: Let in the equation,
PIm the relation between prices, PEx "/" PIm increase, say, by ten per cent, but let, at the same time, the quantity exported, Qex, decline by ten per cent --then T, the overall index, remains unchanged, although the same quantity of imported commodities can now be bought for fewer exported commodities.
If terms of trade are merely seen as the ratio between two price indices (index of export prices, divided by the index of import prices), then it will not be immaterial whether the individual indices are computed by the Paasche or Laspeyres methods. Let us assume that the level of export prices remains constant over the period of time under review (PE= = lOO), and let us analyse the quantities of two import commodities only, X and Y, at the two points in time, to and tl. This example demonstrates how, by a simple change in computing technique, not only do the differences between terms of trade at different points in time assume different orders of magnitude but even the direction in which change occurs may be reversed: in one case (T t ), the terms of trade decline by about 12 per cent, and in another (Tp), they increase by about eight per cent, without the basis figures of calculation being changed at all.
But apart from different methods of calculation, fluctuations in the rates of currency exchange and changes in the size of foreign trade volumes also affect price indices. It is highly pertinent to know the size of the representative samples of commodities and manufactures used for compounding the index figures, and their composition and structure, as the quantities of goods entering foreign trade will determine the weighting of their price components, and as any change in composition and structure of such samples will impede a comparison of the index figures over long periods. ~
What Terms of Trade Can Prove?
Terms of Trade are supposed to give a true statistical representation of changes in the profitability or lossmaking quality of foreign trade for a given country in relation to the welfare of its population, over regular time intervals. The welfare situation of a given national economy is said to have deteriorated if, as against a previous period of time, a given quantity of exported commodities will buy only fewer imported goods, or if an unchanged vohune of imports has to be paid for by selling more goods for export (which means that the terms of trade are declining}.
In general, it has to be emphasised that meaningful observations on the rise and/or decline in welfare of a given population can be made only on the basis of changes in real income. 8 In following this principle, we shall find that terms of trade which have "deteriorated" by 10 per cent for a given country whose export trade absorbs 20 per cent of its output, will cause a decline in real income of not more than 2 per cent.
What the effect of the terms of trade on income is depends, of course, on the share of exports in total output and on the share which exports contribute to the national income of the country involved.
Changes in the terms of trade, by themselves, do not permit any observations about improving or deteriorating conditions in the economic situation of any given country. It will in every case be necessary to search for the causes behind rising or declining indices --they may be changes in import demand or in export supply, changes in costs and production methods, fluctuations in requirements and in income, etc. Terms of trade of Country A will rise when, for example, Country A displays diminishing demand for imports, which depresses the prices of foreign goods. The reasons underlying the contraction of demand may be highly varied --changes in home requirements, cheaper production of domestic substitute products, a drop in real income through higher prices of basic goods, or a general decline of incomes. This goes to show that rising terms of trade are not to be welcomed in every case.
On the other hand, terms of trade of any given country will "deteriorate" when export prices of this country decline. But such price cuts may be caused by reduced costs, brought on by improved productivity {technological progress) --a change usually accepted in every country as an economic "improvement".
The activities of the service trade, especially transport costs, do not enter the terms of trade. This is a grave shortcoming of the indices in question, because in valuing exports at fob prices and imports at cif quotations, declining freight charges, by themselves, are able to improve the terms of trade, without affecting the prices of the goods involved. Terms of trade are therefore in this context really useless in assessing the advantages and disadvantages of foreign trade.
$ Given unchanging population figures, real national income in absolute terms can be used as the yardstick for comparison, but in rising popnlation, real income per head of population has to be analysed. It would not be at all difficult to measure and evaluate the exchange relations between countries in real terms provided exports and imports of any given country consisted only of one homogeneous type of commodity, i.e. of one, and only one, quality and kind (e.g. woven cloth and wine). 4 Naturally, such exchange relations do not exist anywhere in the world, but they have been used widely as theoretical models in foreign trade theory. The completely unrealistic =case" of hypothetical "two-countries-cum-two-typesof-goods ~ has strongly contributed to making confusion worse confounded. Actual countries, in most cases, display a highly composite and diversified trade, which deals with many different goods. This leads to two sets of difficulties:
Prices in constant
On the one hand, new products are perpetually being developed, especially in highly developed countries. Known products are being progressively improved by enhancing their quality, and their economic life until they become obsolete grows longer. Old-established manufactured products tend to disappear, new products--e.g, data processing machines, numerous plastic materials, synthetic textile fibres, etc.-enter the scene.
The gamut of highly diverse manufactures supplied by industrialised countries steadily widens and grows: Cars of to-day and car tyres required by contemporary motor-cars, for e~ample, are not at all strictly comparable with the products that were carrying the same names fifty years ago.
Most commodities produced by developing countries have remained largely unchanged in their quality --for the quality of a ton of copper, of a bag of coffee, or of a bushel of wheat has not notably increased over the past decades.
Not only kinds and types of goods entering foreign trade have undergone widespread change, but their share in total import and export volumes has fluctuated greatly. Traditional and seemingly securely established export products of a given country tend to fade into the background--British cotton goods are a case in point--whilst others gain in significance. Before the first world war, North American exports consisted mainly of farm products, whilst nowadays finished manufactures feature predominantly in them.
Structural changes of this kind, improvements of product quality, and technological advances, all virtually prevent any meaningful comparison between the terms of trade applying to sets of given countries over lengthy periods of economic evolution.
Developing Countries Using Terms of Trade as Support In Argument
The foregoing should be sufficient warning against using and interpreting terms of trade incautiously, since changes in the index figures called by this name do not disclose information about the underlying causes bringing on such fluctuations. To pronounce meaningfully on the pros and cons, the profits and losses of an observed development in time, it is indispensable to search for the factual background behind the index: changes in demand, variations in productivity, in the structure and in the volume of foreign trade, etc. But after all these facts have been discovered, the terms of trade will have become useless and meaningless to the researcher.
And yet, they play a surprisingly great part in any discussion gyrating round the problems of developing countries and development policies. It has been stated that the terms of trade have moved, from 1870, steadily to the disadvantage of developing nations and in favour of industrial countries. 5 Developing countries usually argue that industrialised countries use "monopolistic" pricing policies which are the cause for this state of affairs, as is alleged. In addition, they maintain that long-term change in the terms of trade--the so-called "secular" trend---generally operates against the underdeveloped areas. This assertion serves them to infer justification for demanding increased assistance = of the industrial nations.
Me=mrs Preblsch's and Singer's =Theory"
A "theory ~ conceived by Messrs Prebisch ~ and Singer a was based mainly on the assertion that the terms of trade had grown worse for the totality of developing areas because rising productivity through technological progress had never been regularly passed on to the users of industrial goods in the form of price cuts. Technological advances, it is claimed by them, have always moved faster in the "industrial centre" of the modern world than in "the underdeveloped periphery'. Therefore, all the goods which developing countries import, viz. mainly manufactured products of industry, ought, by rights, to have grown cheaper relatively to their own commodities which they export, and the terms of trade ought to have become more favourable to the "periphery'. However, what really happened indicated a movement in the opposite direction: prices for industrial products have not gone down. Instead, wages and private incomes in the "centre" have increased to an extent that they rose even faster than industrial productivity. Contrariwise, relatively modest productivity gains made by devel- 
